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) Docket No. 30638-08
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SUPPLEMENTAL BRIEF FOR RESPONDENT

PRELIMINARY STATEMENT

On March 31, 2017, the Court ordered that the parties may

submit supplemental briefs discussing the effect of the United

States Court of Appeals for the Second Circuit's holding in Chai

v. Commissioner, 851 F.3d 190 (2d Cir. 2017), aff'g in part,

rev'g in part T.C. Memo. 2015-42 on this case, and any other

relevant issues.

Relying upon legislative history and the legislative

purpose expressed therein, the Second Circuit held in Chai "that

§ 6751(b)(1) requires written approval of the initial penalty

determination no later than the date the IRS issues the notice

of deficiency (or files an answer or amended answer) asserting

such penalty." 851 F.3d at 221. Because this case is appealable
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to the Second Circuit, this Court's holding in Graev v.

Commissioner, 147 T.C. No. 16 (2016), regarding the timing of

the supervisory approval of the initial determination of a

penalty assessment cannot stand on appeal. Therefore, this

Court must face additional issues regarding whether there was

adequate supervisory approval of the initial determination of a

penalty assessment in this case.

Those issues are: (1) whether the timely supervisory

approval of a 40 percent accuracy-related penalty was, in

effect, approval of the alternative position of the 20 percent

penalty; (2) whether an attorney's recommendation to include the

20 percent penalty in the statutory notice of deficiency, which

recommendation was approved and adopted, can constitute the

initial determination of the penalty assessment in this case;

and (3) if a penalty assessment arises from an assertion raised

in the amendment to answer in this case, whether the initial

determination of that penalty assessment was made by the

attorney who asserted the penalty in the amendment to answer.

To avoid the potential for piecemeal litigation of these

issues, respondent requests a ruling on each one even if the

Court decides more than one issue in respondent's favor.1

1 It is the general policy of the Tax Court, "to try all of the
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RELEVANT FACTS

Examination

On their 2004 federal income tax return, petitioners

reported taxable income of $866,262 and $293,077 in tax owed.

On their 2005 federal income tax return, petitioners reported

taxable income of $3,691,585 and $412,620 in tax owed.

Petitioners' tax returns for taxable years 2004 and 2005

were selected for examination and assigned to Revenue Agent

Stephen Feld. After an examination of the tax returns, on April

29, 2008, Revenue Agent Feld sent the case to the group manager,

John Post, for approval of the issuance of the Notice of

Deficiency. The Penalty Approval Form associated with this

examination is initialed by "JP" and approved the assertion of

the I.R.C. § 6662(h) gross valuation misstatement penalty.

The administrative file was then forwarded to respondent's

Upstate Technical Services Unit for preparation of the Notice of

Deficiency.

Counsel Review of The Proposed Notice Of Deficiency

On August 4, 2008, Technical Services forwarded a proposed

Notice to the Office of Chief Counsel, Manhattan Area Counsel

issues raised in a case in one proceeding to avoid piecemeal and
protracted litigation." Link v. Commissioner, T.C. Memo. 2006-
146; see also Soltan v. Commissioner, T.C. Memo. 2010-91.
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for review and approval of the proposed Notice. On September

12, 2008, Manhattan Area Counsel, approved the proposed Notice

after review of the administrative file. In the advisory

memorandum, Area Counsel instructed the Technical Services Unit

to assert the 20 percent accuracy-related penalty imposed under

the provisions of I.R.C. § 6662(a) for taxable years 2004 and

2005. The Area Counsel memorandum was authored by Attorney

Gerard Mackey and was approved by his immediate supervisor,

Associate Area Counsel Robert A. Baxer.

Notice of Deficiency

On September 16, 2008, respondent's Technical Services Unit

amended the Notice to include the assertion of the 20 percent

accuracy-related penalty imposed under the provisions of I.R.C.

§ 6662(a) for taxable years 2004 and 2005 as directed by Area

Counsel. On September 22, 2008, respondent issued the Notice of

Deficiency upon which this case is based.

For 2004, in the Notice of Deficiency respondent disallowed

petitioners' claimed cash and non-cash charitable contribution

deductions relating to the grant of the façade conservation

easement to the NAT. The Notice of Deficiency disallowed

$169,442 in cash contributions and $544,449 in non-cash
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contributions for 2004. The Notice of Deficiency listed

petitioners' taxable income, as revised, as $1,580,153 for 2004.

For 2005, in the Notice of Deficiency respondent disallowed

petitioners' claimed non-cash charitable contribution deductions

relating to the grant of the façade conservation easement to the

NAT. The Notice of Deficiency disallowed $445,551 in non-cash

contributions for 2005. The Notice of Deficiency listed

petitioners' taxable income, as revised, as $4,137,136 for 2005.

Respondent also determined the petitioners were liable for

gross valuation misstatement penalties under I.R.C. § 6662(h) of

$76,084.80 and $62,377.20, respectively. Respondent further

asserted, as an alternative position, that petitioners were

liable for accuracy-related penalties under the provision of

I.R.C. § 6662(a) in the event it was determined that petitioners

were not liable for the gross valuation misstatement penalties.

Petition

The petition in this case was filed on December 19, 2008.

Amendment to Answer

After compliance with section 6751(b) became an issue in

the case, and without waiving any of respondent's other

arguments regarding the issue, on October 28, 2014, respondent

filed a Motion for Leave to File First Amendment to Answer
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pursuant to T.C. Rule 41. On October 6, 2014, the Court granted

respondent's motion and filed respondent's Amendment to Answer.

The initial determination to seek assessment of the section

6662(a) penalty in the Amendment to Answer was made by

respondent's counsel Shawna A. Early and was personally

approved, in writing, by her immediate supervisor Lydia A.

Branche. In the Amendment, respondent asserted the section

6662(a) penalty based on negligence or disregard of rules or

regulations, or based on a substantial understatement of income

tax (as defined in subsections (c) and (d) of § 6662), as to all

portions of the underpayment not attributable to a valuation

misstatement.

ARGUMENT

I. SUPERVISORY APPROVAL OF THE 40 PERCENT ACCURACY-RELATED
PENALTY EFFECTIVELY CONSTITUTED APPROVAL OF THE 20
PERCENT ACCURACY-RELATED PENALTY

In Chai, the Second Circuit concluded that supervisory

approval of an initial determination must occur prior to mailing

a statutory notice of deficiency or filing an answer or

amendment to answer that raises a penalty because a later

approval would not serve the legislative purpose of guarding

against penalties being asserted only as bargaining chips.
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Applying this same legislative purpose here requires upholding

the 20 percent accuracy-related penalty.

Accuracy-related penalties cannot be stacked. Treas. Reg.

§ 1.6662-2(c). That is, when one ground for application of the

penalty applies to an underpayment, no additional penalty can

apply to that underpayment even if there is another ground for

application of the penalty. Id. As a result, the 20 percent

accuracy-related penalty that was added to the notice of

deficiency upon recommendation by counsel did not increase the

amount of the potential penalty assessment that the revenue

agent's supervisor had already approved. The 20 percent penalty

had no bargaining value because even its full concession would

not have affected the total amount of the penalty that the

petitioners faced. Supervisory approval to seek assessment of

the greater 40 percent penalty legitimized any settlement offer

of a lesser penalty amount and alleviated any concerns in the

legislative history that respondent was improperly leveraging

undue penalties when it included the 20 percent penalty in the

notice of deficiency.

This consideration of legislative history to construe the

requirements of section 6751(b) follows the approach of the

Second Circuit in Chai and is the approach taken by the
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concurring judges in Graev. Slip op. at 68. It should be

followed here.2

The dissent in Graev, having relied heavily on legislative

history with respect to the timing of supervisory approval,

abandons legislative history in considering the manner of

supervisory approval. The dissent notes that section 6751(b)

provides a consequence for non-compliance, whereas several

statutes at issue in other cases involving procedural

2 The dissent contends that the inability to stack the 20 percent
penalty on top of the 40 percent penalty is not enough to be
able to treat approval of the 40 percent penalty as approval of
the 20 percent penalty. Graev, slip op. at 103, fn. 21. The
dissent notes that there is a distinct contrast in the inquiry
to determine whether a gross valuation misstatement is also
negligence that supports an accuracy-related penalty. Id. The
majority, however, did not hold that a penalty was applicable on
grounds of negligence; it sustained "respondent's imposition of
the 20 percent accuracy-related penalty on the basis of
petitioners' substantial understatements of income tax on their
2004 and 2005 Federal income tax returns due to their disallowed
cash and façade easement charitable contribution deductions."
Graev, slip op, at 66-67. The adjustment to the claimed value
of the easement that the petitioners contributed was the basis
for the gross valuation misstatement penalty and the same
adjustment alone resulted in an understatement of income tax
that exceeded 10 percent of the tax required to be shown on
petitioners' 2004 and 2005 returns. See Graev, slip op. at 41-
42. This result is not based on any additional qualitative
analysis on the penalty. It is simply the result of immutable,
mathematical fact. In other words, on the facts of this case,
the gross valuation penalty that was properly approved
necessarily resulted in a substantial understatement of income
tax. For that reason, the supervisory approval of the gross
valuation penalty should be treated as including approval of the
20 percent penalty for substantial understatement of income tax.
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requirements do not. Graev, slip op. at 104-105. This

observation does not consider the effect of the approval of the

40 percent penalty.

For these reasons, this Court's previous approval of the 20

percent penalty in this case should be upheld.

II. AN ATTORNEY'S RECOMMENDATION TO INCLUDE A PENALTY IN A
NOTICE OF DEFICIENCY MAY CONSTITUTE AN INITIAL
DETERMINATION OF A PENALTY ASSESSMENT

Respondent's position on this issue is straightforward,

serves the purpose of section 6751(b)(1), and gives effect to

the ordinary meaning of the word "initial." When an attorney

assigned review of a draft notice of deficiency is the first

person to suggest a penalty be included, that attorney is the

individual who has made the initial determination of the

penalty. Both the Chai court and the Graev dissent acknowledge

the common meaning of "initial."

[T]he word "initial" is defined as "having to do with,
indicating, or occurring at the beginning." Webster's New
World College Dictionary 735 (4th ed. 2010); see also
Black's Law Dictionary 460 (7th Ed. 1999) (offering as an
example of the term "initial determination" *221 the "first
determination made by the Social Security Administration of
a person's eligibility for benefits").

Chai, 851 F.3d at 221; see also Graev, slip op. at 79. The Chai

court did not further discuss whether an attorney makes an
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initial determination of a penalty assessment by recommending to

include it in a notice of deficiency. The dissent, however,

proceeded to ignore the meaning of "initial" and contended that

Chief Counsel attorney Gerard Mackey did not make the initial

determination under the facts of this case.

To reach this result, the dissent strictly

compartmentalized the role of government employees involved in

review of a taxpayer's case.3 The dissent noted that the

authority to issue a notice of deficiency is delegated to

respondent's personnel other than Chief Counsel attorneys. Slip

op. at 93. This observation is of no moment because this Court

has recognized that the "initial determination of [a penalty]

assessment" is not the Commissioner's determination contained in

a notice of deficiency. Legg v. Commissioner, 145 T.C. 344,

350-51 (2015).

The dissent further contends, however, that Counsel's role

is one of advice and not one of making an initial determination.

Graev, slip op. at 96. But, as the dissent also notes, any

3 As part of that compartmentalization, the dissent concluded
that supervisory approval of an initial determination must occur
simultaneously with the initial determination. Graev, slip op.
at 88. The Second Circuit rejected this contention, holding
only that supervisory approval must come before mailing a notice
of deficiency for an assessment to be based on a penalty
included therein. Chai, 851 F.3d at 221.
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initial determination governed by section 6751(b) (1) is merely

advice. Id. Until the advice or recommendation is approved by

a supervisor, it can have no effect. The dissent then uses a

single sentence to state the rationale for treating a

recommendation to seek a penalty differently depending upon who

makes the recommendation:

An administration determination - even an "initial",
[sic] non-final determination -- is different in kind
from legal advice given to another, advising him to
make such a determination.

Graev, slip op. at 98.4

This distinction is a false one. Not only does it fail to

comport with the meaning of the word "initial," it does not

serve the purpose of section 6751(b)(1). If an attorney

recommended a penalty and that recommendation has been approved

by the attorney's immediate supervisor, the purpose of the

statute to guard against undue assertions of penalties has been

4 The dissent also notes that the memorandum containing Mr.
Mackey's recommendation had a legend informing the reader that
its contents could fall within the attorney client privilege.
This boilerplate hardly signifies that this first recommendation
to pursue the penalty was not the initial determination to do
so. A recommendation is a recommendation, and there is nothing
about the content of the recommendation that would disqualify it
from being an initial determination. Had the same
recommendation been made by the revenue agent, there would be no
dispute that it was the initial determination. The distinction
the dissent draws is based solely on the source of the
recommendation.
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fulfilled. There is no justification to give an uncommon

meaning to the word "initial" as it is used in section

6751(b)(1).

The phrase "initial determination of [a penalty]

assessment" is not identified in section 6751 as a power

belonging tò the Secretary or Commissioner to be delegated to

only particular employees. Given its ordinary meaning, it is a

term that merely recognizes what must occur in the course of

events leading up to an assessment. Someone must make an

initial determination on which the assessment will be based.

The statute identifies that person only by reference to an

"individual." A Chief Counsel attorney is an individual who

plainly has a formal role in the process of issuing a notice of

deficiency upon receiving a draft of one for review. The

attorney's recommendations regarding the content of the notice

are plainly within the scope of their duties. To disqualify an

attorney solely on the basis of his status as an attorney has no

textual support in the statute and would frustrate the purpose

of section 6751(b)(1). Therefore, Mr. Mackey's recommendation

to pursue the 20 percent penalty constitutes an initial

determination under section 6751(b)(1) and the written approval
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of his recommendation by his immediate supervisor satisfies the

requirements of that statute.

III. IF ASSESSMENT OF THE PENALTY DOES NOT ARISE FROM THE
DETERMINATION IN THE NOTICE OF DEFICIENCY, BUT ARISES
FROM PENALTY ASSERTION IN THE AMENDMENT TO ANSWER, THEN
THE INITIAL DETERMINATION OF THE PENALTY ASSESSMENT WAS
MADE BY THE ATTORNEY WHO RAISED THE PENALTY IN THE
AMENDMENT TO ANSWER

The Chai court ruled that supervisory approval of a penalty

raised in an answer or amendment to answer can satisfy section

6751(b)(1). Chai, 851 F.3d at 221. Thus, if respondent's

counsel had raised the 20 percent penalty in the amendment to

answer in this case, and it did not appear in the notice of

deficiency, section 6751(b)(1) would be satisfied because the

immediate supervisor of the attorney who asserted the penalty

approved the filing of the amendment to answer in writing. The

Graev dissent, however, concluded that the amendment to answer

did not satisfy section 6751(b)(1).

After concluding that Mr. Mackey's recommendation to pursue

the 20 percent penalty came too early, the dissent concludes

that assertion of the penalty in the amendment to answer came

too late. The dissent concluded that the initial determination

came before the notice of deficiency was mailed and there cannot

be a subsequent determination on which the 20 percent penalty
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can be based. Graev, slip op. at 101.

The dissent ignores, however, that the initial

determination is a determination of an assessment that

subsequently occurs. The language of section 6751(b)(1) refers

to a penalty assessment and the "initial determination of such

assessment." If any penalty assessment in this case cannot be

based on the penalty appearing in the notice of deficiency, but

arises from the penalty asserted in the answer, then the

determination in the notice of deficiency is not the initial

determination of the assessment.°

The Chai court recognized that the phrase "initial

determination of such assessment" is ambiguous. But that

ambiguity does not mean that the phrase must be construed

against the government. To the contrary, one of the

foundational rules of statutory construction is that when there

5 Respondent had planned to make the genesis for the assessment
of the penalty clear by raising the penalty in an amendment to
answer if the Court ruled that the penalty appearing in the
notice of deficiency did not satisfy section 6751(b). When
respondent made this plan known to the Court, however, the Court
ordered respondent to raise the penalty in an amendment to
answer before the Court ruled on the propriety of the penalty in
the notice of deficiency. See Order dated August 12, 2014.
This procedural posture to which the Court constrained
respondent should not be used to cloud whether any penalty
assessment arises from the determination contained in the notice
of deficiency or from the separate determination to raise the
penalty in the amendment to answer. The Court can make clear in
its ruling the source of any penalty assessment.
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are two statutes that act upon the same subject, courts should

give effect to both if possible while preserving their sense and

purpose. Morton v. Mancari, 417 U.S. 535, 551 (1974). And the

Tax Court has stated that, when resolving statutory conflicts,

it is guided by the rule that it should first look for means to

harmonize apparently conflicting statutes. See Law Office of

John H. Eggersten P.C. v. Commissioner, 143 T.C. 265, 270

(2014).

This Court has long recognized that section 6214(a)

authorizes counsel for respondent to raise penalties in a Tax

Court case via answer or amendments to answers. See, e.g.,

Canal Corp. v. Commissioner, 135 T.C. 199, 200 (2010); Phillips

v. Commissioner, T.C. Memo. 2013-215 at *1; see also Estate of

Quick v. Commissioner, 110 T.C. 172, 180 (1998). If the Court

were to hold that counsel may not effectively raise a penalty in

a case where the penalty's appearance in a notice of deficiency

is "defective," then the Court would be creating a conflict

between section 6751(b)(1) and section 6214(a). Rather than

create a conflict, the Court can resolve the ambiguity in

section 6751(b) (1) to be in harmony with section 6214(a) by

recognizing that a determination by counsel to raise a penalty

in answer to a petition is an independent, initial determination
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on which a penalty might be assessed.

Contrary to the Graev dissent's contention, this reading

does no harm to the purpose underlying section 6751(b)(1). No

penalty assessed on the basis of an unapproved initial

determination of that assessment will be valid. For example, if

there is no petition, any assessment of an unapproved penalty

will be invalid. Likewise, if counsel decides not to raise a

penalty on answer and does not carry the burden of production

the Chai court imposed, any penalty assessment would be invalid.

Only assessments based on the independent, initial determination

of a Chief Counsel attorney that have been approved in writing

by the attorney's immediate supervisor will satisfy section

6751(b)(1).

A ruling to the contrary would have anomalous results. For

example, if a revenue agent decides not to recommend a penalty

and it is not included in a notice of deficiency, counsel will

be free to raise the penalty on answer. If the revenue agent

recommends the penalty and his supervisor disagrees, however,

counsel - and everyone else - will be barred from recommending

that a penalty be sought. The practical effect would be to give

to the lowliest supervisor the authority to preclude a penalty
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forevermore.6'7

To harmonize the ambiguity of section 6751(b)(1) with the

authority section 6214(a) grants to Chief Counsel attorneys to

raise penalties, and to avoid thorny issues raised by a contrary

ruling, the Court should treat the penalty raised in the

amendment to answer in this case as an independent, initial

determination of the penalty assessment that should arise from

this case. Because the initial determination to seek assessment

of the section 6662(a) penalty in the Amendment to Answer was

made by respondent's counsel Shawna A. Early, and was personally

approved, in writing, by her immediate supervisor Lydia A.

Branche, respondent complied with the requirements of section

6751(b).

6 This scenario also raises thorny questions of how the Court or
litigants would know whether a revenue agent recommended a
penalty that the immediate supervisor did not approve and that
did not appear in the notice of deficiency.
7 We note that sec-tion 6751(b)(1) allows higher level officials
to be delegated the authority to approve initial determinations
of penalty assessments. It is unlikely, however, that a higher
level official would become aware of a revenue agent's initial
recommendation to seek a penalty assessment if the agent's
immediate supervisor has not approved it.
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CONCLUSION

For the reasons stated above, the Court should determine

that respondent has complied with section 6751 (b) .
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